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- Bad-Debt Loss Survey, 1939

Wholesalers and Manufacturers

Prapswed in the CrePt Avalysie Dolt, Marketing Eeseaceh Tivishon !

1. Compared with salas in 1938, nat credit males of
cepocting wholesalera gained ¢ porcent In 1959, with
an 8.6 percent Increéass in cotal net ealer, Repoiting
manufgermram’ nat credlt sales adwmnced 12.4 percent
in 1939, with total net asles moving up 11.4 percent
from 1935. Credic sales were sbout ™ percent of foral
dollar yoluma in the asmples of both wholesalers and
mannlacturers.

2. Nat losses of r-ﬁ‘pon‘.l.ntn wholesalers averaged #.31
percent of et credit ealey in 1932, 3 decreasa from, $,33
percent in 1938, Manuofacturers’ a net loosen
remained unchanged at .17 percent of pet credit mivs
In hoth years.

3. In dollar volume, groes logses of wholesslira ad-
vanced one-half of 1 peroent fn 1939, recoveries oe-
craanpd .9 parcent, with resoliting doblar volume of
met losses 2 t abova thasa of 1936 Manwafac-
turers’ gross Josass ware up 7.2 percent in dollar volhume
in 193%, recoverksa were down 18.2 parcent, and net Joss
wolome gained 18,9 percent from the 1938 ralume.

4. Tha averoge wholespler wrote off .7% percent of

SIMMARY

tha toral nhamber of nosounts eeceivable on his books
in 1939, » decreane from 2,89 percent In 1938, The pro-
pttian for manwiacturers decreased froun 2,13 parcent
to 2.04 percent doring che pemes pariod.

5. An nge analyais of accounts writtem off indicates
that in bath 1 and jin 193% less than 50 percent of
wholecalers' pecounte wrltten off arose from: sajes of
the carvent r- For mmarmfactarere, hot more than
35 percent of the nrite-off was allocated to sales of the
regpective years. These faets provide the basis for a
fundamental criticiam of prasent methods of losa-ratle

comiputation. ]

© b Anplysis of wholesalers’  and  manufactorsrs’
credit terms In relatlon to magnitude of bad-debt
loases glves evkdence that the ]ihﬁlllt{ufmdit terms
i a factor In highesr [Oasas, Cradit management,
however, s an Important element in conirolling locse:,

which need nox rise In tlon o terms Jbecality
g akuch termB Sra prop adapted te tha appralasl of
BE.

SCOPE OF THE 1339 SURVEY

The 18234 annunl Bad-Debt Loes Survey is based on
wvoluntary reports submitted by 2,283 wholesalers,
representing 26 major kind-of-business proups, and
1,492 manufacturing firma, covering 14 elnseifisd indus-
trial proups. Compared with the first nnnual Bad-
Debt Loss Survey mede & year ago, the number of re-
porting wholesalers decressed & pareant ond of monu-
facturers 6 percant. In thie study covering operations
In 1938 and 1039, totel net sales of tha whalesala firme
for 1938 wera 10 percent lower than the doHar volume
raported in the pravious study for that year, nt which
point the two etudies overlap with reference fo basic
figpures, The reportad volume of manafacturers’ total
gales was virtunlly the samne for 1938 in both the first
survey and the present report. The 1939 survey differs
from the first of this series of etudies, which presentad
comparative results for 1937-38, primarily in refinements
of bagie data for computation of hod-debt losses and in
the extent of supplementary materials provided for ad-
ditional analysis.

A fundamenial changs in the schedule forms mailed
to wholesalers nnd manufacturers for the 1939 study
wos the request for ssparote figures on gross losses for
19538 and 1950, ps well ag the dollwr smounts of recov-
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Gborry B, Emith, undor e Sipervhilon o Molesdm L. X erram, Oidoraf the Credlt
Anolysty Tod, The Madonal Assoostlon of Credit Moo, st whors roguest dals:
Annmm| report war indisied Io 10848, akddd 1o oatlinlog W gttt mid 10 Betardog Ebe
enaporation of 1 tosimbar.

aries duting both vears on ascounts writien off in prior
Teard. These recoveries, of amounts debited to the
bad-debt Toga reserve or allowance, were desired forde-
duction from the reported groes amount of charge.off
to assurs the proper determination of nat losses for the
respactive years. Recognizing the fact that samples for
the 1938 and the 1839 siudies may vary in eomposition.,
although not radically different in total number of firms
reporting, it ia neveriheless belicved that a general Jow-
ering of loss retios where both studies overlap on the
year 1933 is due in soma measure to this further rafine-
ment of the date.?

Although it was intended in both the 1938 aad 193%
studies to secure the identical types of information
on neé credit sales, number of accounts written off
as bad, and total number of accounts receivable of
reporting firms, it is probable that with reference to the
last factor an additional refinement of plirceeology on
the schedule for the 1939 awrvey provides the mnin .
renson for o further alteration of raturns between the
two abudies for the overlapping year 1558, Specifically,
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because of different wording, it is believed that firms
reported closer approwimetes of the iotal number of
their nccounts receivable for tha 1939 study. For
1938, the presenh study shows a larger average number
of acoounts per firra, with the resvlt that the ameunt of
the avarnze sales par account for that year is somewhnt
redueed iu this analysis from the everags for the ssme
yeur given in the first annual Bad-Debt Losa Survey.?

Enowledga that the sale of time-payment aceounts
recoivable on nonvecourse armngements may distort
bad-debt loss ratios of retailers, notably automobila
dealers, prompted an inquiry in this study to defer-
mine whether such ealea were of mensurnbls inpariance
jn the credit operations of wholesalera and manuinc-
twware, In other words, if receivables are sold to
o gpacinlized finsncing agency which assumes respon-
sibility for loss through failure of the creditor, the bad-
debt loas ratio of the sellar of such recsivables will be
fiotitious, if computed by the usunl method of dividing
dollar losses anly on recaivables ratained, by the dollar
amount of ell credit seles, inelading snles representing
the neeounta sold. Schedules for wholesalera and
menufacturers -requested the smounts of receivablea
sold in 1938 or 1939 on arvabgements relieving the seller
of any liability in case of default by the creditord
These amounta wers intended for deduvction from net
credit sales of the respeotive years when coleulating the
logsa ratios,

Eeaults of this part of the sanalysis wers largely nega-
tive, however. Only isolnted firms in scattered business
groups raported any sale of receivables, ond the aggre-
gate amount of receivobles sold epproximoied only
sbout one-tenth of 1 percent of the total credit salsa
reported by wholesalers apd menvincturers for either
year. What is probable is that the firms sclling o large
proportion of their receivables with fuli protection
agninet Yoss did not contribute reports in representative
numbers to this voluntary project. Presumably, they
wonld sesure little direct benefit by comparisens of their
individual resulés with aversges based upon operations
of sell-financing establishments.

Entirely new supplemenisry fentures of the 1039
Bad-Debt Loss Survay sre (z) an sge anslysis of the
accounts written off by reporiing firms during both
of the yeors covered and (3) an analysis of credit tetms
choracteristictlly emploved by wholeszlers and manu-
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incturegs. The broad purposc of the age analysiz was
to determine what pro‘p-l:rrt-iﬂna of accounts debited to
the bod-debt reservein o pn-rtll:ulnr year actunlly repre-
sent the chorge-off of sales made in that same Feur, or
relote to sales of the previous yeor and other prior
yoors, As diseussed in another section of the ropori,
thiz distribukion of the write-off of aceounts has direct
bearing upon preaant stondard methods for computing
loas ratios agninat crodit sales of the current year only.
Facts on credit terms to show cash discounts, time
sllowed to take the discount, and net period, slthovgh
of interest in revealing typicnl trade practics, were col-
leoted primarily for the purpose of bringg out posaible
relationzhips between the range of such terme and bad-
debt loss sxperience.

The contents of the present bad-debt loas atedy in
several instances repeat the basic bypes of onalysis
which were found to produse significent relntionships
and were adequntely roviewed in the study made & your
ago. As these relntionships, such 22 analysie of bad-
debt losses by size of firm, would not change funda-
mentally in o short period, repetition is avoided wher-
ovar poseibla by confining tha text to disouesion of
¢hanges reflectmg altered conditions in 1039 sz ecom-
pered with the previous yaar.

Owring to the large number of trades and industriss
covered in the report, discussion of agch in close deinil
cannot be undertaken hers. It iz presumed that in-
dividual establisthments obfaining the statktionl date
can readily segrepate and apply the facts presented in
the buzimesa or industry averspes where they pravide
guides to eradit policy.

CREDIT SALES

Ag n basic element in the computation of bad-debt.
loss ratios, it is of interest to note the general trend sa
well s the magnitude of eredit sales raported by the
samplas of wholeanlers and manufaeturers, The dollar
volume of total net eales of reporting wholesalers
incressed %.6 percont from 1938 to 1929, As net
credit splesincreased § percent betwaen the 2 years, the
proportion of net cradit to total sales for the identienl
group of firme ross elightly from 91.% to 92.2 percent
{table 1).

Manufaoturers’ total net saies in 1939 revealed &
Iarger inerense in dollar volume of 11.4 percent above
1938, while their nat credit seles showed a gain of 12.4
parcent in the 2-year period. Tiw relative advance of
reporting manufacturers’ eyadit snles pavrisd the pro.
portion of such sales to total enles fvom 30.8 to 904
peccent {table 2).

Arerage Number of Accounts Par Firm and Average Credit

Enlea Par Aceount,

For all reporting wholesalers, the average number
of accounts per firm inereased from 1,223 in 1938 to
1,256 in 185%. DBecause of the larger growth of whole-
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galers’ credit sales over the sawe peried, their averngs
eredit sales per aceount inereased from $666 to $707
fox the respeative yonrs.

The average numbar of aceounts per firm for manu-
foeturers revesled a much more substontial ndvance—
from 2560 in 1038 to 2,686 lost year. Despite the
ralntively large incronse in average number of necounts
per manufacturing firrn, nvernge cradit sales on such
accounts elso gained to $1,006 in 1939 from $249 in
1938.

Although these avernges indicate the predominont
trend in ench caso, wide variations in size mmd dirsction
of chanpe batween Linds of business and industries
are ghown in detail in tobles 1 nnd 2.

BAD-DEBT LOSSEE
Gross and Mek Losses,

Wholesalers —Computed from pet-loss figures, the
averape bad-debt loss of tha 2,283 reporting whola-
ealers declined from 0.33 percent of net credit spleg in
1938, to 0.31 percent in 1938, 'These ratios, however,
conceal somewhnt different cheanges in the wariouvs
elements entering into their calculation. Guoss bad-
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debt lomses of reporting wholesalere advancsd from
§7.872,000 in 1932 {0 §7,007,000 in 1939, en ineranse of
less than one-half of 1 percent. On the other hand, re-
coveries during the respective yenrs on old nccounts
chorged off in-prioy yeara wera $1,735,000 in 1938 and
$1,634,000 in 1939, » decrensa of 5.3 percent.

Subtraction of recovsries from pross losses for ench
yeor gives a Tesuiting net bad-debt loss for reporting
wholesalers of $6,137,000 in 1930, sn increase in the
dollar volume of such net losses of 2 pareent from 1938
to 1939. Howeaver, 3 nat credit sates of wholeselers
incrensed O percent botween the two yesrs, the losa
ratios computed from thess sales declinad, as previously
indieated.

Obvionsly the rate of doss for the year would have
declined mora enbatantially hod the volumae of recover-
ies not decreased from 1938. Severs] explanations are
pozsible, but the largor volume of recoveries in 1038,
when conditiona were relatively adverse, may reflect
vigorous effort to ¢lean up accounts which perhape had
been written off too hastily in mors prosperons years.

Although showing an absolute decrense of almost 6
perceni, wholesplers’ recoveries in 1939 smounted to
ahout 21 percant of groes bad-debt losses, only elightly

Tahla 1.—Propotion of Pwd-Debt Losses to Cradit Sales of Wholesslers, by Kinda of Buginess, With Summary of Related
Information om Saks, Recoverles, and Number of Accounts, 193% and 1338
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racoveries for the various kinds of business indicnte
that the highest nverage proportions of recoveries to
grozs losses were recorded by wholesnlers zelling more
durable goods, such as surgical equipment and supplies,
and paipts and varpishes, The loweet proportions of
recoveries were averaged by wholesalers selling less
durable goods, such aa baer and farm products.

The bad-debt-loss ratios by ldnd of business in table
1 indicate thos represenied in the shight decrense in the
general average for sll reporting wholesolers are seat-
tered trades revenling no changs in their loss ratios, as
well 05 & number with on inereased percentage of losa
betaveen the 2 vemrs. The toble alse vevenls o fnrly
wide range from highs of (.89 percent for whalesnlers
of machinery, equipment, and supplies, and (.59

SURVEY OF CUERRENT BUSINESS
lass thon the proporsion for 1938. As shown in tabla 1,

11

percent for piumbing and hesting sopplies, to lows of
0.16 percent jor heavy hardwore wholesalers nnd .05
percent for vetoiler-cooporative wholesnle grocers,
Although neither the sversge number of acoounta per
firm, nor the percent of totel accounts written off hed
aby direct relationship to the bnd-debi percentages,
these figures should be useful to the individual credit
man for comparative purposes.

Manufocturers—Net bad-debi losses of repocting
manufacturers avernged 0.17 percent of their nst credit
enles in 1939, reprasenting no change from the loss ratie
of the pravious yoear, Thus the avernge manufocturers’
toss per doflar of credit sales was roughly half the lnas
 nveraged by yeporting wholesnlaras, Gross loases for
the sample of 1,49% manufacturers advenced from
$7,600,000 in 1933 to $5,214,000 in 1989, This in-

Tablke 2 —~Proporcion of Bad-Debt Losses to Credit Sales of Manafacturers, by Industrdes, With Summary of Related Informa-

tian on Sales, Recoveries

, and Number

of Actoonte, 1939 and 1934
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crease of 7.2 pevcant was far in axcess of the one-half
of 1 percent rise in the pross chorge-off veported by
wholesalers.
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In addition to tha valatively [nrgs percontage increass
in manufecturers’ pross losses, their recoveries on
sccounts previously churged off were down 10.2 per-
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cent from $1,318,000 in 1938 to 31,183,000 in 1939, a
percentage decline which also exceeded the 5.8 percent
deap in wholesslers’ reooveriea over the some peried. As
shown in tabls 2, monufacturers’ recoveries in propor-
tion to gross loeses aversged 17.2 percent in 1938 nnd
14.4 percent in 1939, or between § #nd & perceniage
points below the proportion of wholesnlers’ recoveries:
to gross lossea in the same years,

Deducting recoveries from gross losses gives net bad-
debt lozsea of reporting manufactyrers fotaling $6,343,-
000 in 1938 end 37,030,000 in 1439, o rise of wlmost
11 percent, The 12 parcent incranse in manufacturers’
nat credit sales, howaver, servad to hold the [oes ratio
for 1839 to the previousa year's figure.

It may be seen from fnble 2 that, while the average
bad-debt-lose rato for oll reporting manufacturers
remained vnchooged in the past 2 years, losa percent.
ages in meny of the individeal industries showed con-
pidernbls change, with increases in some lines balanoing
decrenses in othore. The srrangement of hroad in-
dustry groups necording to losses susteined brings oub
no definite pattern with tespect to durable and non-
durable goods or other classificntions of industry. The
iron and steel industry was lowest, with losses of less -
thon one-tenth of 1 percens, followed by the nonferrous
metals, food, poper, and motor-vehicle paris induskries.
Hig'hest loases ware found in the printing and publishing,
chemicels, and forest-producis indusiries, which aver-
aped tosses of three-temths of 1 percent, or more.

Including the subgroups, liquor manniacturers experi=
enced tha lowest relative logz in both 1939 and 1938.
This may be due to the fact that meny of their custom-
ere—distributors in thosa States governed by lawa
compeiling wholesale goles for cesh only—rendily con-
vert goods inte cash which can be passed on to the pro.
ducer, or it uay result solely from the large size of their
avelage account.  Winezies, on the other hand, hed the
higheat bod-debi-lass ratios in both years.

Credit monagers may find helpful, for purposes of
individual comporison, the fipures in table 2 showing,
by industries, the proportion of eredit seles, average
numher of secovnta per firm and proportion written
off, average groas loss per secount writien off, and
proporiion of recovaries to gross Jogees,

Recoveries made by monufacturing jewelers are
noted as extremely high, everaping over the 2-year
period about 50 percent of the amomnta written off os
bad, whila the average manufncturer of boots and shoes
recovered only 4% percant of the groes cherge-off over
the 2-year period. Aa previously noted, the sverage
recovery for all manufacturers was 14.4 percent of the
gross charge-off in 193% and 17.2 percen$ in 1938,

Analysia of Logsan by Size Factora.

Whalzsalers—Tigura 6 and table 3 reveal n charnoter-
istic inverss relationship between bad debis and size of
business, with the lsrgest losses being inm_ml‘ed by
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wholesolers with the smallest sales volume, and the
ratice declining progressively with ench lower pales-
volume group. A proboble governing fuctor is thod
the larger companisas have mors complsts credit depart-
ments and zre in the most advoantageous position to
eelect ns well as supervise their credit risks.

Figure & indicntes that wholeselers in the lowest
annunl sales-volume classification, sales under $50,000,
almost doubled their averaga lose per dollar of credit
sales last yoor, with the ratio for éhe group ndvancing
from 0.72 parcent in 1933 to 1.38 percent in 193¢, the
highest, ratios recorded.  Ratios {or only a few kinds of
busingss in this lower sales classification eould bs shown
in t&ble 3, but 1o the majority of them o sharp advance
in the loss percentages is noted,

Two more of the eight size olassifications, represant-
ine wholasala firms with annual esles of $200,000-
§200,000 and $300,000-$500,000, averaged slightly
higher losses in 1088, Elsewhers, modernie decreazes
ara shown, exeapt in the $50,000$100,000 asles group,
where the matio dropped sborply from 0.86 percent in
L4328 to 0.G9 percent in 1989, in contrast with the much
bigher lvsses zvernged by firms with szles under
£50,000. For both groups of firms with sales vnder
$10:0,000, resulta may be conditioned by the comparn-
pively small size and limited disiribution of the samples,

When bad-debt lomses of wholesalers ore grouped
aceording to size of credit sales psr mccount {fig. B
nnd toble 5) the resultant pattern is similer to that for
the sales-size proups, as demonstrated in fizure 6.
Firms avaraping $250 or less per account reported the
greatast losa, with ths loss rotios declining for each
stccassive increnses in aversge eize of accound.  All
axcept the highest account claasification, where the
tatio remained vochanged ot & peint considerably
helow the general average for ol whelssalars, showad
reduced average losses from 1938 to 1939,

The diminution of bad-debt losses with increwsing
size of business and size of sales per account was
further borme out by the cross clagsification of these two
tectors (3ee dakle 7). When analyzing each soles-
volnne mze classification aceording to eize-of-mccount
groups, loases were generelly reduced as the stze factors
imeressed it magnitude.

. Moenufecturers —DBod-debt losses of manufrecturers

claasified by sales-size groups in figure 7 and table 4
roveal the same inverse relationship beiween percsni-
oge of loss and salea volume as wholessle establish-
ments. Decreasing loas ratios with ench muccessive
increase in sales volume is found to hold tme in the
principal industrial groups and subgroups in table 4,
although in all coaes deviations frem the genernl trend
are found.

Monufecturing firms in three groups representing
annunl soles up to $200,000 averaged higher losses in
1830, with {he relatively small group of firma having
salas under £50,00¢ showing the largest loss ratios and
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the greatest increase in the ratic from 0.51 percend of
credit sales in 1938 to .72 percent lost year. A similar -
sharp advanee was noted for the sante soles-size group
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of wholesalors. One other group, including manufac-
turing firms with annuel sales of $500,000 to $1,000,000,
also incrensed their aversge Joss slightly in 1939, lenv=
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ing three groups with moderately lower average-loss ra-
tiog for ¢he yeor, and the largeat firms, those hoving sales
ovar$5,000,000, with no change in theiraverage-loss ratio,

Although the pgenernl-averoge loss percentnge for
wanufacturers was much lowor than that for whole-
sulers in 1929, 1t is noted, in comparing the 1939 ratios
in figures 6 pod 7, that menufscturers in the slea-
volume grodps from $500,000 $o $1,000,000 and from
5100000 to 5200,000 avernged o loss 2 cents higher per
$200 of cradit enles in 1939 then that for the eatne aize
groups of wholesalers. Furthermore, sompatizen of the
$200,000-3300,000 ssles-volume groups diselozes that
the manufacturers lost 8 cents more than the whole-
salere per $100 of credit sales lnst yenr.

Anslyzed sccording io nvernge credii sales per ac-
count, as shown in fipure 0 and table B, loss ¥abios
s'vorsged by monufseturers range from high to low,
following increased size of nccount. As in the com-
parison for wholesalers, shown in figure B, firme in the
highest account-size classifiention, which had the
lowest, avernge loss, disclosed no chnnge in their ratio
from 1938 o 1939. In other groups, however, manu-
facturers did not revesl the yniformly lower los= ratios
shown by the account-size groupsz of wholesslers, with

two of the remnining fovr groups of manufneturers
averaging slightly hipher losses in 1939.

Jn connection with the previous observation thot,
Jespite lowsr gonemnl-avorage losses for all reporting
firms, soroe groupa of manufastuvera classified by an.
nual asles volume averaged higher losses thon corre-
aponding gronpa of wholesnlers, somparisons of identi-
ecl groups of wholesalare and manufacturers in tables
% and 6 show that all wholasatars in the size-of-account
groupe averaged higher losses thon manufacturers in
corTasponding groups.

The arrangement of manufacturers’ bad-debs losses
in tabla 7 by eize of credit sales per account under
gize-of -business clossifications is o further illustrucion of
the inverss relntion of lomses to size of necownt also
noted in & similar analysis for wholestlers in $hat table.
In sach size-of-rooount classificotion it is nlsp observed
that thers was a progressive tendency dor loases to de-
creane from the amall to the large firme. No doubé she
underlying czuse would be found in the more rigid
credit supervision which can be established by firms
.of larger size.

“Comparleons by Geographic Regions.

Owing to the genernl nation-wida scops of operations,
a8 wall a8 fraquent inability to provide data classified by
geographic orea, reports of manufncturers are xob
analyzed by region in thiz study. A regional eom-
pariaon of the loss experience of wholeealers is ahown,
.howevar, in, table 3.

Propartion of Aceounts Written OF and Gross Loss per
Accpunt.

In sn earlier section of this anolysis, it was noted that
-wholesalers reportad & froctionsal incresse in average

SURVEY OF CURRENT BUSINESS

JoLy 1940

pumber of accounts per firm laet vear, while manu-
facturers, who have double the sverage number of
necounts reported by wholesalars, disclaged an incrense
of almost & percent from 1938 to 1939 in avernge
pumber of secounta per firm.  Incrensed credit sales in
1939, howevar, roised average ¢redit sales on whols-
solars’ accounts from $666 In 1938 to 3707 in 1980, with
average asales on manulseturers’ accounts advancing
from £049 to 81,018 for the respechive yenrs,

Wholesalers—As shown in table 1, all reporting
wholesplers chorged off an average of 2.7% percent of
their total number of sccounis in 1989, representing o
decreass from 2,89 percent of toinl accounis in 1933,
Porbaps conforming to alightly lorger credit sales per
account in 163%, the average gross losa on wholesolers'
nceounts writtean off lasé year was $98, compared with
$98 for 1035, '

Manyfacturers —Manuiacturers similayly averaged a
decrease in proportion of accounts written off from
2.13 percent of total accounts in 1838 to 2.4 percent
in 1939, However, with ohout the smma avernge in-
cranse in oredit sales per nccount as wea shown by
wholasalers, manufacturers’ average gross loss per noe
cound advanced to $100 in 1938 from $94 in the preced-
ing year. The higher average gross loss per account
raported by manufacturers reflects, of courss, the fact
that, despite o smaller proportion of acconnis writien
off in 1939, muonufecturers’ sggregote gross losses
pained more than 7 percent lnst year, whersas whole-
solers’ gross losses were up less than one-half of 1
percant,

Further date on percent uf accounts written off and
avernge gross lozs per account by individual trades and
industries will be found in tables 1 and 2. Vhile
nverage credit sales per sceouni bas besn notad as an
important controllmg factor in bad-debt-loss mersure-
ment, pereent of accounts written off nod average gross
lves por aocound may be regarded bs signifionnt elementa
for further atudy and eomparison.

AGE ANALYSIS OF ACCOUNTS WRITTEN OFF

In previcus sechions of this report it has been noted
that tho changes in bad-debi-loss ratios from year o
year muy reflect mony types of relative movement in
the several factors which anter into heir computation.
Asz an exnmple of what may occur with no chonge
whatever in the absolute dollar smount of the gross
choarge-off from one yeor to the next, veriation in the
magnitude of recoveries, or o normolly anticipated
change in crediteples volume, will producs entirely
different loss ratios between the two years. Without
citing further Mlustretions, it moy nlse be said that
thers are a grend mony combinntions erising from
relative chonges in the magpitude of snles, gross
loszes, and recoverics, which can produce identionl loss
ratics,
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This points to the foet that comparisons of bad-debt-
losa ratios, while reprosenting generslly necspled-rule-oi
thumb puides for lom eompserisons, are api to be mis-
leading unless ansh ratie corries with it a full explana-
tion of its hasic eomponents. Individual business firms
cannot safely compare their own bad-debt-loss results,
expressed in gtandard ratio form, unless they have oll
of the supplemental facts expressing percentage change
in eredit snles, gross loasez, and proportion of recoverics.

An additional slemant which is gven mora disturbing
then those noted above with reference ¢ standerd
bad-debt-loss mepsurement, is the factor of the com-
position of the total armunl chotge-off which, minus
recoveries, is computed as 4 percent of the credit sales
of the same year for determination of tha loas ratie.
The question ia, What relation do accounts writien off

in @ given year bear io the nctual seles of thaé identicol |

year? The assumption seems #0 have been that the
relationship is precise, but the facts presented in this
analysie do not contribute to that view. Rather, they
disclose & fundementnl weakness of loss-ratio compu-
tation, aod indicats that such rotios are more an ex-
pression of practical convenience thon & sound analytical
mathed,

Briefly, the analysis for 1,590 wholeszlers in figure 1¢
reveals that enly 45.2 percent of their gross chorge-off
in 1939 can be attributed to the credit sales of that year,
against which the loss retiv is computed. For 1038,
49.7 percent of wholesalers' gross losses aroze from sales
in the same yoar. Average figores for 1,31% manu-
Incturers, nlso shown in figure 10, dizclosed an even
lower proportion of the charge-off, between 83 and 35
percent, which could be azllocated in 1838 or 1939 to
current credit snles.

The indication that wholosalers take more rapid
setion thon menufacturers in the wiite-off of accounts
probably mny be attvibuted to conditions of greator
relative mortality among their retail creditors. I
should also be noted that the deta for hath wholesalers
snd manufacturers show thot e larger proporticn of the
1938 cherge-off is attributed to salea of that same year
than is found to be the cege with the analysis of curtent.
and prior-year diztribution of the gross loes for 1028,
despite the fnet that thers wns pome imeretse in the
sbeclute amount of the gross write-off of both whole-
splers and manufacturers in 1930, This may indieste
thnt there wos delnyed action until 193% in the charpe-
off of bad aseounts nequired wnder the rizing business
conditions of 1987 and prior years, thus raising tha
proportion of the charge-off representing necounts
mors than 2 years old (i. &, aceounts representing
sales of 1937 and prior years) and lowering the propot-
tion of the current-year (1939} charge-off.

Considering the factor of age of accounts charged
off, a2 well = thoe other varinbles which form the basis
of bad-debt-lozs ratios, there is abundant avidence
that these convenient loss indices nre oxtremely
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deceptive. To seoure an accurate bad-debt-losa per-
centage of sales for o given yenr would require delay
in computation until #1l nceounts atising from eales of
thot year had either been collected or proved definitely
to he uncollectible. This might mean that comrected
losa ratios could not be computed for a matter of years,
or until the last accounts were charged off and final
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recoveries mads on acesunts which gradunlly warked
out after a write-off.

Whils parhaps o practical davica from the accounting
standpoint, the present standard method of carrying
forward rocoveries ond delayed aceount write-off
for computation with unrelated current-sales and
current-loss figures leads te the utmeost eonfusion 4z to
exactly what comperative valnes the consaquent loss
tatios moy bave, Granting that the availability of
figures on the various slements which compose the loss
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ratios will be detesTnined Jargely by expedient account-
ing metheda, perhops & preciical solution for the Muturs
is o base comparisone of bad-debt-loss expearience on
changes in the ahsolute mogoitude of separate itéms
now entering into the ratio computotions, but leaving
the ratios a8 meraly incidentnl claborntions.

CREDT TERMS AND BAD-DEBT LOSSES

It im almost axiomatic that progressive liberality in
credit granting is productive of higher losses. If it
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were tot for the factor of credit monsgemment, this
would probably be so sdf-evident ns to mequive ao
slaborate stotistical fprepavstion for meosurement.
However, accepling credit management as an element
in the problem, the present study sets forth data re-
lating bod-debt loases of wholesalers and manufactureas
to the credit terme which they ususlly offer to thair
cuabomars.

Bosically, cradit terma sre mnde up uf three factors,
which, for the purposes of this study, sre designeted
a8 {1} cash discount extended, (2) time m which ensh
discound may be taken, and (3) time ot whith net
amount of invoice iz due. In the tremendous mnze of
arrangements of eredit terms yoported by more than
2,200 wholesnlers, it was possibla to elneatly within
reasonable Jimits B totnl of 128 separnte srrangements
of credit terma, only 36 of which were reported by a
sufficient number of firme to be of use in this study.
The Tamnining 92 wheolesalers’ arrangements of eradit
terms were reported by only one to ihres firms, or could
not be cloasified. Clogeifientions do not take into con-
sideration extrs deding grantsd by some concarns, nor do
they provide for any other than ths terme most fre-
quently aranted by & firm (i, 6., "usual oredit tarma™
ware reported). Despite this great diversity, the six
terma moat frequently wsed were employed by mors
than one-half the reporting wholesale consarns,
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Almost 1,500 mannipaturere reported a total of 100
sepaTate arranpem ents of eredit terma, of which 31 wera
reported by o sufficient number of firme to -bs used
in the tablea, Tho remaiming 78 arrangements wers
represented by less than four firms, or could not be
clagsified. As with wholesalers, despite the multitude
of terms, the three syrangements used most frequently
were amployed by morve than one-hal! the industrisl
companies submitting such information.

| Range of Losses by Classlfications of Cradit Terms.

Considering the eomposition of credit ferms a2z an
sbetract matter, the most evident measure of consery-
siem or liberslity is the maximm peried permitied
for payment of the net invoice, after which date pres-
sure or ponelties moy be applied to fores payment.
The cash dissount, snd the period in which such dis-
count ¢an ba taken, moey be viewed 4s in tha nature
of secondary inducements; although they, too, may ex-
prees gither conservative or liberal tendencies. As nn

 illastration, 80 days net in o particular industry may

be rolatively libersl, but from one point of view the
net period appesrs progressively mors conservative if a
cach discount iz ndded for the sole purpese of indueing
more rapid payment. ldkewise, in the same case,
ehortening of tha period in which cash disesunt eon be
taken is o further svidence of eonservatiam where such
netion is ppplied to hasten payment. But where these
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pacondary fentures do not actually eontributs to more
rapid collections, the extended nat periods, plue high
cash discounts and protescted periods in which dis-
ceuznt ean be taken, ran to the opposite libaral sxtrams,

It must be grented, howevar, that the m:-mplax of
arrangements of eredit tarmz cannot be examined in a
vacuum, Torms in xeal use may noi only reflect
evaluation of credit risk, but they may also reflect
the desire to promote anles under conditions of severe
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Table 3.—Froportion of Bad-Debt Losses o Credit Sales of Whelesalers, by Einds of Bosineas, Chssified by Size of Encablish-
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competition. From the latter ongls, higher eash dis-
eounts with the objective of promoting sales represent
incrassing liberality, ond not conservatism in he
interest of promoting collections. Consequently, with
terms of poyment in some measure expressing an
appraisal of eredit risk in the interest of collections on
tie ona hand and # szlez-promotion device on the other,
it would be vickuelly impossible to mray all combinn-
tions of credit terms, from oohservative to Liberal, to
indicate the precise importance of exch of the threc
componcats within sach combination of terms.
Retopuising theea complications and the fact that
this study sesks only to determine any possible con-
nection between lossea and eredit terme, the obvicus
alternative ia t array avernge losses [rom high o low
by groups of firmns hoving uniform terme to see if there
is any consistent temdency in the terms as the lossee
progressively increase. This mrrangement for whole-
salers is chown in figure 11 and for manuvfoecéuvers
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in figura 12, besed upon deis prosentad im tebles 13
and 14.

Neither of these presentations provides sweepingly
conclusive avidence of o direct und progressive relation-
ghip between liberality in one or more of the terms
components tnd the ronge of losses from low to high
brockets. To & noticeabls extent, however, and por-
tioularly in the data for wholesalers, the highest loss
grouga suggest 6 long net period 23 a basic factor, and
possibly liborsl time permitted to discount, Con-
servalive terms are also notad at the low loss rangs for
wholesalers, but fairly liberal terma are found in the
corresponding loss range of the date for monufacturers,
for whom the relation between terms and losses iz by
oo means 3¢ well defined. Possibly & clenrer case for
high losass resulting from liberal termea, snd vice versn,
gould be shown in this type of anelysie by aecuring
larger samples than are miven at presané for many of
the groupa of both wholesalers and manufacturers,

Table 4.—Fropordon of Bad-Dabt Lasses o Credit Salet]oégl::duiiﬁi&umn. by Industries, Classified by Size of BEstablishment,
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Anelyale of Logees by Individual Terma Factors.

An analysls of bad-debt lossea by groups of whole-
salers and manufacturers classified socording to each
of the three slemanta composing terms iz presented in
fipures 13 and 14, which are based on the deta in
tabls 15. The two sections of hoth charts which
classify Tosses according bo cash discount and according
to periad for payment of net amount of invoice reveal,
with some imperfections, a tendency for Iarger losses
to follow higher cash discounts nnd longer terme.

Az terms arrongements quote both discount and net
period, it is evident that both factors connot be domi-
nex k. Prasumuhly, therefore, because of similarity in
the scaling of lossea in the clossifioations for sach factor,
the chaxts disclose that when one of thess two factors is
Yiberal, the other iz also inclived to he. Howewer, in
tha center sections of the cherts, presenting losses classi-
tiad necording o time in which discount may be taken,
the groups do not Jollow the less trend visible in the
upper and lower sections. Comsequently, it may res-

eonnbly be nssumed that this particular slement can
be mote readly aliminated as a factor eontrolling
lazmea than either of the two vemaining componenta of

In the wholessls data, thera iz mdieation that up to
# cortain point incrensed losses reflect propressive
hhemhty in all thréa factors, but thiv is searcely svident
in tha data for manufacturers. Bayond a 15-day period
allowed for diseouut, it would appear that the mors
libernl limits of this element are sesociated with rela.
tivaly conservative cash diseoupla and are probably
fairly close to the final net periode of individuet tetms
arrangerashifa, Supplementary informstion om  this
problem is presentad in tables 16 and 17, where terms
ara listed under each industry and trade azecording to
prevalence of uae.

Importance of Credit Matmgemeant,
In the main, the relation of credit terms to bad-debt

lossea indicates that, although liberslity in terms ia
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definite factor contributing to losses, it ia nob an vncon-
trollable factor. Ji credit torma wers dictated wholly
by the desire of the customer or in the expedient intareat
of sales promeotion, much more clear-cut evidence of
progreesively higher losses with each successive move
gway from conservotism would undonbtedly be shown.
In conirast to ts, the less precise relationship found

in nctual business 18 unguestionably the result of credit
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monagement and $he constant supervision of necounis
ko maka eredit terma conform to appraisel of risk. The
posgibilities inherent in credié menagemeni are euch
that tha wide scole of terms wrpngements nesd not
produce say more than the redusilde minimwm of
loases st one extremse or the viber, for ench of the muli-
tude of terms arrangomenis could be adopbed to its
approprinte uae.

Tablz §.—Fropartion of Bad-Debt Logses to Credit Salen of Wholesatera, by Einds of Business, Classified According to Average
- Cradit Salos Per Acgount, 1939 and 19338
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Tabls 6.—Proportion of Bad-Debt Losses to Credit Salea of Manwofaciorers, tgagndum'tﬂ. Clussliied According to Average
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Tabls 18.—Age Anal
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s of Accounts Written O by Manufac-

tunmﬁr Indostrles, 1439 and 193
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Table 17, —Manufacturees* Pad-Debt Lossen Annlyzed Accordlng to Credit Terms, by Indestries, 193% and 1938
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